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Introduction:
This paper examines issues surrounding whether or not the purchasing power parity (PPP) hypothesis for regional agreements all over the world has been satisfied. The PPP hypothesis has been frequently discussed in the past. These discussed have contributed from both the theoretical and empirical views.
Recently, Bahmani-Oskooee, Kutan and Zhou (2008) revisited this hypothesis and showed that PPP for the euro area is significant. Rogers (2007) pointed out that price level convergence is more likely to take place in a single currency area, such as the euro area, than among other countries. Much attention has been paid to this PPP hypothesis. Whether the PPP is satisfied or not is important for policy issues in regional agreements. First, if PPP holds, this means that the effects of a shock to the real exchange rates (RERs) would be only temporary. Second, if PPP holds, it implies that almost no RER risk exists due to price level convergence. 1 Third, although each existing trade block or currency zone seems to be important, if PPP tends to hold better for one block or zone after the introduction of the agreement than other countries, this would imply that PPP may hold better than for other countries that do not participate in such blocks or zones. 3 One aim of this paper is to offer ways to avoid this problem.
There seem to be some explanations for why nonlinear adjustments toward PPP are expected. One reason is that international goods arbitrage is not satisfied It should be noted that evidence for PPP is sensitive to the sample period.
In particular, the introduction of a trade block or a currency zone may influence RERs and PPP. Next, the choice of the numeraire currency is sensitive. Statistical method is also important. This paper takes all these points into account. 4 In KPSS tests, the null hypothesis is stationary around a deterministic trend.
Methodology and Data:
The series is expressed as the sum of deterministic trend, random walk, and 
where s euro is the log of the euro price of a dollar and s j is the log of a euro zone country's currency conversion rate of a euro. Tables 1 and 2 show the results of the KPSS tests along with those of the standard ADF and PP (Phillips -Perron) tests for the bilateral RERs. In the case of the euro zone, the US dollar, German currency, and the euro are employed as numeraire currency. All of the tests include constant terms. The data are detrended.
Empirical Results:
Null hypothesis are these: A country has a unit root (ADF and PPP) and a country is stationary). The rejection of the null of nonstationarity by these tests would be the evidence for level stationarity. Failure to do so but ability to reject supports stationarity and the PPP. Note. *** is significant at 1%, ** is 5%, and * is 10% level. Countries are limited only to first participation countries of the euro. Note. *** is significant at 1%, ** is 5%, and * is 10% level. Note. *** is significant at 1%, ** is 5%, and * is 10% level. Note. *** is significant at 1%, ** is 5%, and * is 10% level. Countries are limited only to new comers form the 1980s. However, when the RERs are expressed with respect to the US dollar, the ADF and PP tests (not the KPSS tests) shows more evidence to reject the null. These results
show that convergence toward PPP between the EU countries, especially in the euro area, tends to be nonlinear.
Overall, the results provide support for PPP for after the period of trade/currency integration. There is evidence of rejecting the null of nonstationary
RERs by the tests at the 10 percent level for most of the RERs with all three numeraire currencies.
Conclusions:
This paper examined whether PPP holds better after the adoption of trade/currency integration. Overall, the test results provide stronger support for PPP than any earlier studies of bilateral PPP for trade/currency integrated countries.
When the data for the post-integration period is examined, the evidence for PPP becomes more significant. We can conclude that the integration has played an essential role for better performance of the PPP within the area; however, we cannot say clearly that PPP holds better within a single currency than between other currencies.
KPSS tests provide more evidence for PPP than the ADF and PP for the RERs of EU countries against the currency of Germany but not for the RERs against the US dollar. These results show that convergence toward PPP between the EU countries tends to be nonlinear but is likely to be linear for non-EU and between EU and non-EU industrialized countries. Tracing back to the potential sources of nonlinearity in RERs proposed in the existing literature, the RERs of EU countries are supposed to be affected less by trade barriers but more by official interventions in the foreign exchange market after the introduction of the euro. Finally, financial integration seems to have played a more significant role in recent years than the existence of trade barriers.
